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Using a regime collapse model, this paper analyzes the impact of foreign financial
disturbances in the foreign exchange market on the economy under the assumption
of perfect foresight. When there are foreign financial disturbances and the amount
of foreign exchange reserves reaches the threshold, the government contracts the
domestic credit so as to prevent an additional decrease in foreign reserves. The
results show that the relative scale of the threshold for foreign reserves influences
the timing of the regime collapse, the extent of domestic credit contraction and the
dynamic adjustment of the economy.
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JEL Classification: F41
1. Introduction
In the last two decades, the world economy has been challenged by various economic
and financial crises. The 1997 Asian Financial Crisis, which started in Thailand,
harmed several Asian countries as a result of the huge outflows of capital, and many
economies announced reforms to replace their exchange rate regimes with a flexible
rate system (Patnaik et al. 2011). Poor financial reporting transparency has been sug-
gested to be a causal factor in the financial crisis (Morris et al. 2004). Moreover, those
countries that were severely impacted asked for assistance from the IMF which was
provided subject to certain conditions being met. For instance, Thailand was required
to maintain its foreign reserves above US$25 billion. Other economies with better eco-
nomic performance were also negatively influenced, for instance by their plummeting
stock markets. Specifically, the 1997 Asian Financial Crisis resulted in the depreciation
of the currencies of countries that had adopted a flexible exchange rate regime, and an
outflow of foreign reserves from those countries that had adopted a fixed exchange rate
regime. Even though many economies reformed their exchange rate regimes during the
crisis, the “ fear of floating” resulted in those economies going back to a high degree of
exchange rate inflexibility after the crisis (Calvo and Reinhart 2002).
More recently, the 2008–2009 global financial crisis has had dramatic effects on
economic activity in both advanced and emerging market economies (EMEs). The con-
traction in EMEs was surprisingly large given that the crisis originated in the advanced
economies (Coulibaly, Sapriza, and Zlate 2013). These events have captured
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researchers’ attention, and in particular, the analysis of contagion effects derived from
stock market shocks has been a focal point of discussions (Morales and Andreosso-
O’Callaghan 2014). Based on such evidence, this paper discusses the influence of
foreign financial disturbances on the economy by building a dynamic macro model
under a fixed foreign exchange rate regime with a threshold set for foreign reserves.
The fact that a local financial crisis may quickly spill over to other countries is
likely to result from the liberalization of global finance, which shortens the real dis-
tance from one country to another. Therefore, governments need to pay more attention
to how to lessen the impact of foreign financial disturbances and rapidly resolve the
crisis. This provides a motivation for studying the dynamic pattern or even regime
collapse of an economy encountering foreign financial disturbances that could exhaust
its foreign reserves and thus endanger the exchange rate regime. Residents with rational
expectations can forecast the timing of speculative attacks that may occur when foreign
reserves reach the threshold level. Such an action is likely to accelerate the process of
a regime collapse.
Although regime collapse is already the focus of many studies, such as Krugman
(1979), Flood and Garber (1984), Djajić (1989), Chang and Lai (1990), Agenor,
Bhandari, and Flood (1992), Tsaur and Huang (2000), Tsaur and Chen (2002), Hu,
Hung, and Wang (2005), Hu, Chang Liao, and Wang (2006) and Wang et al. (2007),
its impacts on the financial markets remain unexplored. In general, financial markets
quickly respond to disturbances. For example, stock prices in Asian countries fell by
60–80% over a one-year period following the 1997 Asian Financial Crisis. Besides,
several countries faced doubts about whether the central bank would keep its fixed
exchange rate regime when the excessively expansionary financial policies resulted in
an enormous decrease in foreign reserves in the 1970s and 1980s, such as in Mexico in
1973–1982, Argentina in 1978–1981, Chile in 1981–1982, and Brazil in 1986. Flood
and Garber (1984) take this fact into account and modify the model of Mundell (1963)
by discussing possible outcomes under a collapse of the fixed exchange rate regime
and its replacement by a flexible rate system. In their papers, a central bank that does
not borrow from abroad has to abandon its fixed foreign exchange rate system as the
current account remains in deficit and foreign reserves are drained due to an easy
monetary policy. In other words, the regime collapse in Flood and Garber (1984) refers
to a change from a fixed foreign exchange rate regime to a flexible rate regime when
foreign reserves decrease to the threshold set by the government. Under such circum-
stances, foreign reserves change from being an endogenous variable into an exogenous
variable (Lai 2005).
By applying this concept, this paper builds a macro model that contains a stock
market and adopts a fixed foreign exchange rate system, i.e. which treats foreign
reserves as an endogenous variable. We attempt to discuss the influence of foreign
financial disturbances, which result in an outflow of foreign reserves and allow the gov-
ernment to adjust the domestic credit so as to have sufficient foreign reserves to meet
the threshold level, on related economic variables. In the latter case, a fixed foreign
exchange rate regime still applies, but foreign reserves become an exogenous variable.
The remainder of this paper is organized as follows. Section 2 describes the
dynamic behavior of the economy before, at the instant of, and after the regime
collapse. Section 3 analyzes the process of the regime collapse, including the timing
for it to happen, and consequently the dynamic adjustments of the economy. Section 4
concludes.
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